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DEFENSE PROCUREMENT IN A 
PEACETIME ECONOMY 


By WALLACE E. WoODBURY* 


Deputy Chief, Contract Audit Division 
San Francisco Region, Army Audit Agency 


PEACETIME VERSUS WARTIME PROCUREMENT 


The impact of military requirements upon the nation’s economy 
in time of total war or even limited war is still sufficiently vivid 
in the memories of contemporary Americans to need no recounting. 
The problems arising in the conversion of an economy to provide 
the vitally necessary industrial support to the military effort in 
modern technological warfare are vastly complex. The successful 
outcome of our past military endeavors is in large part attributable 
to the effectiveness with which our industrial economy was mobil- 
ized for war. Emergency conditions necessitated the diversion of 
industrial facilities from the manufacture of peacetime consumer 
goods to the production of implements of warfare. The choice, of 
necessity, has been, to use a popular phrase, “guns instead of but- 
ter.” The Government mandatorily substituted itself as the pri- 
mary and in many cases the sole consumer of business in place of 
the civilian consumer. Cost was subordinated to the need for maxi- 
mum production in the shortest time. 

Once more the United States has made the transition from a war 
economy to one that may be called a peacetime economy; at least 
as near to peace as we can hopefully look for in the foreseeable 
future as long as the “cold war” goes on. Yet the need remains to 
maintain a defense establishment requiring the expenditure of 35 
billions of dollars annually with the strong likelihood that expendi- 
ture need become even greater. However, the choice is not so dras- 
tically now one of guns or butter but more nearly one of guns and 
butter. Diversion of purchasing power through taxation continues 
but the overt diversion of productive facilities has diminished. 
Of course, from the standpoint of the economy as a whole the de- 
fense program must divert effort that under unfettered peacetime 
conditions would be directed toward the satisfaction of the civilian 


* The views expressed herein are the personal opinions of the author and do 
not necessarily represent the position of the Army Audit Agency. 


3 


| 


wants of the nation. However, when viewed from the standpoint 
of the Government’s relations with individual business enterprises, 
mandatory diversion of productive resources no longer prevails. 
There is little infringement on the use of a business’s facilities; 
production for the Government is voluntary. Excluding for the 
moment those companies almost exclusively engaged in armament 
production, it is the objective, and rightly so, of nearly every busi- 
ness to establish itself as an integral part of the civilian economy— 
to acquire, maintain and to increase proportionately if possible its 
share of the market. Such businesses must and do look upon Gov- 
ernment defense orders as supplemental to their primary area of 
endeavor. They are regarded as temporary sources of demand and, 
therefore, any firm which might become too dependent on defense 
orders becomes vulnerable to drastic curtailment of its operations 
with no vested position in the long run economy of the nation. 


There is ample evidence of the attitude of temporariness with 
which industry regards defense demands and corresponding recog- 
nition of this factor by the Government itself. There is under- 
standable unwillingness on the part of private industry to invest 
its capital in fixed plant and equipment for the manufacture of 
armaments. Those that do so seek tax concessions and fast amorti- 
zation allowances in contract pricing from the Government. Wit- 
ness the significant total dollar values involved in Certificates of 
Necessity authorizing accelerated writeoff of assets for income tax 
purposes and related determinations of “true depreciation” made 
by the Department of Defense which permits the recognition of 
accelerated amortization of facilities in costing and pricing defense 
contracts. Perhaps even more significant is the furnishing rent free 
by the Government of plants and equipment to companies engaged 
in defense production. The effect of this widespread practice on the 
lessening of competition will be discussed later in this article. 


It is not my purpose or place to cast criticism on industry for its 
reluctance to invest its capital in productive facilities for defense. 
The factors are all too real which support this justifiable caution 
in most instances. Nor is it prudent business judgment to divert 
facilities to defense contracts which can profitably be used in the 
manufacture of goods for the commercial market even though de- 
fense production might enhance shortrun profits. Commercial 
markets once relinquished are difficult to regain. 

What are these factors which make defense demands transitory 
and elusive? They are many though varying in degrees because of 
the nature of the military items which a business may be in a posi- 
tion to produce. Most items of armament are unique in that they 
have no commercial counterparts. They require special facilities 
and special tooling, neither of which may be readily convertible to 
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the manufacture of commercial goods. There is a high rate of ob- 
solescence in facilities and tooling required for their production. 
There is little constancy of demand for specific armament items. 
In peacetime, military production is not for use but for stockpiling. 
Therefore, replacement of like items is minor. When preparedness 
inventories are sufficient, emphasis is shifted to replacement by new 
and more effective weapons. It might be said that the governing 
policy of modern military technology is the deliberate obsoleting of 
existing stocks—and well that this is so if we are not to be sur- 
passed by a threatening enemy. 


If we accept the premise that for the major portion of private 
industry, defense production is an adjunct to civilian production 
superimposed over and above the amount of business its members 
could expect to transact in the commercial world, then it should be 
acknowledged that the policies of Government and business must 
give appropriate recognition to that fact in their interrelationships. 
It would be unjust, I believe, to allege that to responsible manu- 
facturing enterprises, defense orders call for “business as usual’’ in 
the face of the imminent danger from abroad which challenges 
their very existence. 

The issues between the two opposing ideologies in the world are 
becoming clearer. The twofold opposition is not merely a matter 
of a technological arms race. We are facing a continuing challenge 
on the economic front which requires that we get the most from 
every dollar appropriated for the national defense. It is not in the 
national interest that defense appropriations indirectly and unin- 
tentionally subsidize the civilian economy in any way. This can 
be safeguarded against only by having a firm policy and under- 
standing that costs which are to be absorbed by defense produc- 
tion are costs unquestionably attributable to that purpose in their 
inception and incurrence. And on the practical exploitation of the 
dynamic force driving free enterprise—the profit incentive—we 
must rely for the assurance that such costs as are incurred will be 
the lowest that efficient management need incur for the object at 
hand. In furtherance of these aims this paper will attempt to pre- 
sent some constructive suggestions. 


NATIONAL MILITARY PROCUREMENT POLICY 


The will of the Congress with respect to procurement policy is 
set forth in the Armed Services Procurement Act of 1947. The 
legislative intent stated simply was the reestablishment of the “re- 
quirement that the advertised competitive method shall be followed 
by those Departments in placing the great majority of their con- 
tracts for supplies and services . . . as a general matter, this method 
gives the best assurance that— 
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(a) the Government as a purchaser will receive the best bar- 
gain available, and 


(b) suppliers in a position to furnish the Government’s re- 
quirement will have a fair and equal opportunity to com- 
pete for a share in the Government’s business.” ! 


The Act requires that all purchasing and contracting shall be 
made by advertising and competitive bidding. However, under 
seventeen excepted conditions procurement by negotiation is auth- 
orized. The first exception to competitive bidding permitted nego- 
tiation when “determined to be necessary in the public interest dur- 
ing the period of a national emergency declared by the President 
or by the Congress” (Section 2(c)(1)). After the outbreak of 
hostilities in Korea, the President by proclamation on December 
16, 1950 declared a national emergency thus permitting the evoking 
of Section 2(c) (1) of the Act whereby the advertised competitive 
bidding process could be suspended. An inquiry by the House Com- 
mittee on Armed Forces disclosed that during the period from 
January 1, 1953 through June 30, 1955 procurement actions by 
negotiation under Section 2(c) (1) aggregated over 34 billion dol- 
lars and represented 94 percent of all contracts (excluding the con- 
struction program) awarded by the three services in the Depart- 
ment of Defense.? 


The Committee reacted to the results of its study by recommend- 
ing amendment to the 1947 Act to strike out the emergency power 
of the President to suspend competitive bidding in Section 2(c) (1) 
and to require clear and convincing justification in the use of any 


of the remaining exceptions authorizing procurement by negotia- . 


tion in lieu of advertised bidding. It remains to be demonstrated 
that procurement by negotiation will be materially reduced as a 
result of action by the Congress on the Committee’s recommend- 
ation. 

It should be pointed out that negotiation does not necessarily 
imply the absence of competition. Contracting officers are in- 
structed to solicit all qualified sources as deemed necessary to as- 
sure full and free competition to the end that the procurement will 
be to the best advantage of the Government, price and other factors 
considered. It is the necessity for consideration of the factors other 
than price which tends to restrict competition, relegates cost to 
secondary importance and permits use of exceptions to mandatory 


1H. Rept. 109, 80th Cong., 1st sess., accompanying H. R. 1366, dated March 
10, 1947, p. 3 


2H. Rept. 1688, 84th Cong., 2nd sess., dated January 30, 1956, p. 3 
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advertised bidding other than the emergency powers. Negotiation 
is permissible, for instance: 

(1) for supplies or services for which it is impracticable to 
secure competition, 


(2) for experimental, developmental or research work, 

(3) for supplies or services, the character, ingredients or com- 
ponents thereof are such that the purchase or contract 
should not be publicly disclosed, 

(4) for technical equipment requiring standardization and 
interchangeability of parts, 

(5) for technical or specialized supplies requiring substantial 
initial investment or extended period of preparation for 
manufacture, 


(6) for supplies or services for which advertised bidding has 
failed to obtain reasonable bid prices or prices which have 
not been independently arrived at in open competition, 
and finally, 

(7) whenever, “it is in the interest of the national defense 
that any plant, mine, or facility or any producer, manu- 
facturer, or other supplier be made or kept available for 
furnishing supplies or services in the event of a national 
emergency, or that the interest either of industrial mobili- 
zation in case of such an emergency, or of the national 
defense in maintaining active engineering, research and 
development are otherwise subserved.” * 


Of course, the discretion to utilize the authority to contract by 
negotiation cannot be exercised arbitrarily or capriciously. The 
military departments have gone to great lengths to set up systems 
of approval, control, review and documented justification for all 
such actions. Nevertheless, the statistics cited on the volume of 
procurement let under the negotiation authority are striking evi- 
dence that the popular conception of the proper means for obtain- 
ing Government’s requirements from the business community— 
formal advertising, sealed bids and award to the lowest bidder— 
becomes the exception rather than the rule in a highly technological 
military preparedness program. 

There is another important factor, in the writer’s opinion, which 
is steadily acting to restrict the areas of competition in the procure- 
ment of specialized military items. Because of the understandable 
reluctance of producers to acquire with their own capital the means 
of production, the Government has expended vast sums of money 


3 Section 2c, Armed Services Procurement Act of 1947 
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in the acquisition and installation in contractors’ plants of the 
necessary tools and equipment. According to a House subcommittee 
report, the acquisition cost of facilities furnished 12 airframe 
companies alone totalled $796,000,000.* In some instances, the con- 
tractors are provided complete Government-owned plants, gen- 
erally referred to as “GOCO” plants (Government-owned, con- 
tractor-operated). These Government-owned facilities are fur- 
nished rent-free as long as they are used for authorized production 
for the Government. Concomitant with the existence of these facil- 
ities in contractors’ plants, is the natural desire upon the part of 
the procurement offices to obtain their maximum use by awarding 
continuing contracts to these favorably-ensconced contractors. 
The difficulties are obvious when any attempt is made to equalize 
the competitive position of less favorably situated companies who 
must provide their own productive facilities. Companies also gain 
a vested interest acquiring the “know-how” through research and 
development contracts which leads to more profitable production 
contracts. Finally, the further complicating factor, the national 
interest, requires a broad industrial base for emergency mobiliza- 
tion supply sources; certain procurements must be directed to 
selected companies if that base is to be maintained. 

It has been emphasized that contract award through negotiation 
need not necessarily forego the advantages to be gained through 
competition. However, it does remove the impersonal regulator of 
the market place which unrestricted competitive bidding provides. 
The judgment and discretion of individual procurement officials 
are substituted for the complete impartiality of the open market. 
The possibility of preferential treatment because of political in- 
fluence, persuasive blandishments and all other forms of intangible 
motivations cannot be ruled out. The critical factor to be considered 
here, however, is the effect on cost to the Government of the rela- 
tive bargaining power of the two parties in the negotiations. 


COMPETITIVE BIDDING VERSUS NEGOTIATION 


What is the relative effect of competitive bidding and award by 
negotiation on cost to the Government? Let us examine what the 
pricing and costing practices of a typical contractor might be un- 
der these two methods of procurement. The hypothetical company 
we have chosen has a total capital investment of $10,000,000. Its 
normal annual operations are shown in Exhibit 1. 


4 Hearings before the Subcommittee for Special Investigations of the Com- 
mittee ?. os Services, House of Representatives, 84th Congress, 2nd Ses- 
sion, p. 4 
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Costs 
7,000,000 
$ 2,250,000 
Rate of Profit to Sales..............00000......... 20% 
Rate of Return on Investment................ 22.5% 
EXHIBIT 1 


Our company receives an invitation to bid on a Government 
contract for production of a military item. Let us assume that no 
appreciable additional investment is required. This may be due 
either to the fact the company has Government-owned facilities or 
will be furnished facilities by the Government. The company, 
aware that there is healthy competition for this contract, is quite 
desirous of obtaining the award providing it can maintain its past 
ratio of profit to sales. The Estimating Department determines 
that $3,000,000 in additional costs will be incurred to manufacture 
the eontract product. Therefore, the company adds to the cost 
estimate profit at its normal profit rate and submits a bid for 
$3,750,000. The award is received and its effect on the company’s 
total operations is shown in Exhibit 2. 


Costs: 
10,000,000 
$12,000,000 
Rate of Profit to Sales..........2.20..2002........ 20% 
Rate of Return on Investment................ 30% 
EXHIBIT 2 


Instead of competitive bidding, now let us suppose that the pres- 
ence of one of the factors described earlier necessitates a directed 
negotiation with this company. The company is requested to submit 
a cost proposal to become the basis on which the price will be nego- 
tiated. It will make no difference for the purposes of this illustra- 
tion whether the price is fixed at the outset or subject to redeter- 
mination at a subsequent time based on actual costs. The principle 
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to be illustrated here would not be materially affected. However, 
in this instance the Government negotiator adamantly maintains 
the position that, under the circumstances of minimization of the 
risk factor and financing by the Government, he cannot approve 
more than a 10 percent rate of profit on the contract. The results 
of operations are set forth on Exhibit 3. 


Total Government Commercial 
Operations Contract Business 
$15,250,000 $4,000,000 $11,250,000 
Costs: 
Variable costs _......... $10,000,000 $38,000,000 $ 7,000,000 
Fixed costs ............... 2,000,0001 600,000! 1,400,000! 
Total costs _............ $12,000,000 $3,600,000 $ 8,400,000 
SS $ 3,250,000 $ 400,000 $ 2,850,000 
Rate of Profit to Sales. 21.3% 10% 25.3% 
Rate of Return on 
Investment .................. 32.5% 
EXHIBIT 3 


On the basis of the cost and profit determinations set forth on 
Exhibit 3, the negotiated contract price was $4,000,000. Although 
the negotiated price was substantially higher than that which 
would have prevailed under the competitive bid, it will be noted that 


the contractor ostensibly settled for a lesser profit. Not only did | 


the rate of profit decrease from 20 to 10 percent, but the contract- 
or’s presentation indicated a lesser dollar amount of profit. But 
this is actually of no significance to the company; its objective is to 
maximize total company profits and its measure of the profit-ability 
of the contract is in the enhancement of total profit. Thus, it can 
be seen from Exhibit 2 that the contract awarded on the competi- 
tive bid increased total profit by $750,000 and maintained the com- 
pany’s normal 2 percent rate of profit on the increased business. 
On the other hand, Exhibit 3 discloses that as a result of the negoti- 
ated price, total profits increased by $1,000,000; a rate of profit on 
the increase in sales of 25 percent. Of course, what occurred can 
readily be understood from Exhibit 3. The allocation of the rela- 
tively fixed costs to all production diverted costs which ordinarily 
would have been borne by the company’s commercial business with 
the result that the rate of profit on commercial sales increased from 
20 to 25 percent. 


1 Allocated on basis of total variable costs 
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It is well established through experience that contractors gen- 
erally do make a full allocation of fixed costs to negotiated Govern- 
ment contracts where vigorous price competition is not an influenc- 
ing factor. As to the general practice of companies in preparing 
bids for competitively advertised contracts, we have the interesting 
results of a study on bidding practices made in 1952 by the Muni- 
tion’s Board. Professor W. C. Haseman of Syracuse University, 
who took part in the study, comments on the findings in the March 
1956 issue of the N.A.C.A. Bulletin.’ Mr. Haseman in discussing 
the cost bases used by companies whose bidding practices were 
examined states: 


“Some companies work with out-of-pocket costs and 
some with arbitrary full costs, but the most usual practice 
is to work with stripped full costs. Out-of-pocket costs are 
composed of direct material and direct labor but may also 
include certain overhead costs if the activities represented 
by these costs are directly assignable to a contract rather 
than arbitrarily allocated under overhead or burden rate 
methods. Arbitrary full costs usually are the same manu- 
facturing, selling, and administrative costs as computed 
for civilian output. They include approximately the same 
direct material and direct labor costs referred to above and 
also include allocations, using one or more overhead rates, 
of manufacturing overhead, selling, and administrative 
costs. Stripped full costs are the same as arbitrary full 
costs, except that all or a large part of the selling and ad- 
ministrative costs are eliminated. Because of the nature of 
military contract work, very little, if any, in the way of 
selling and administrative activity is involved, so that 
stripped full cost is a more defensible type of cost than 
arbitrary full costs. 

“Based upon statements during interviews and upon 
study of cost data which some of the companies submitted 
upon request, it seems that about three-quarters work 
with stripped full costs and that the others are about 
equally divided between their use of arbitrary full costs 
and out-of-pocket costs.” 


The study revealed further that the general practice appears to be 
to estimate the minimum additional cost which would be incurred 
and then to base the bid price upon the eagerness of the company 
to obtain the business together with its presumptions as to the de- 
gree of competition which will prevail from other bidders. There 


5 “Sidelights on Practice in Defense Contract Bidding,” p. 858-896. 
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was evidence that the types of costs considered for inclusion in the 
estimate varied with the nature of the contract to be awarded: 


“The care with which firms estimate their costs is partly 
reflected in the type of cost used. Arbitrary full cost, for 
example, ordinarily constitutes a rather careless estimate. 
However, the type of cost used is not the whole story. Any 
one type of cost may be estimated carefully or carelessly 
and there seems to be considerable variation in the care 
with which estimates are made. Also, some seem to com- 
pute costs with more care for some contracts than for 
others. Perhaps this is related to the degree of close pric- 
ing which exists for the product.” ® 


If we concede that the many factors enumerated earlier unavoid- 
ably require the Government to negotiate and award contracts on 
bases other than vigorous price competition, how can contractors 
be persuaded not to claim arbitrary full costs, or using our term, 
fixed costs, in price proposals for negotiation purposes? Their 
costing methods usually bear the approval of accountants as con- 
forming to generally accepted accounting principles and practices.’ 
The cost principles contained in Section XV of the Armed Services 
Procurement Regulation (ASPR) established for mandatory use 
in cost-reimbursement contracts have been generally discredited 
for use in fixed-price contracts on the part of both industry and 
defense procurement personnel. While the much-debated Section 
XV cost principles are not necessarily predicated on the distinctions 
made in this article between the two fundamental categories of 
cost, they do in examples of items of unallowable costs embody, 
to some extent apparently, the reasoning set forth herein. 


Much of the difficulty and controversy which surrounds the 
problem of determining cost of performance of Government con- 
tracts, in the writer’s opinion, stems from the Government repre- 
sentatives’ somewhat inconsistent positions on the issue of profit. 
On the one hand is the announced intent to stimulate efficiency and 
resulting cost reduction through the exercise of profit incentives, 
while on the other hand the will is to limit profit arbitrarily to a 


6 op. cit. 

7 However, it will be noted that “direct costing” is receiving increasing 
advocacy amongst leading industrial accountants as evidenced by the many 
articles on the subject in the N.A.C.A. Bulletin and other accounting publica- 
tions. Also see, “Recent Developments in Cost Accounting and the ‘Marginal 
Analysis’ ” by James S. Earley, Journal of Political Economy, June 1955. Mr. 
Earley also conducted through questionnaires an empirical study which dis- 
closed strong acceptance and influence of “marginalist” principles in the cost- 
ing and pricing practices of leading American Manufacturing firms: “Mar- 
ginal Policies of ‘Excellently Managed’ Companies,” American Economic Re- 
view, March, 1956. 
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pre-conceived ratio deemed “fair and reasonable” and almost in- 
variably related as a percentage of total cost. Enmeshed in pre- 
conceptions of “reasonable” ratios of profit to cost, the harried 
Government negotiator offsets the rigid position he must take on 
profit by becoming quite flexible as to what he will accept as cost. 
Thus he finds himself negotiating costs rather than profit. An 
example of the outcome of this approach can be seen in Exhibit 3. 
The contractor was held rigidly to a ten percent rate of recognized 
profit, yet through the guise of allowable costs chargeable to the 
contract the company fared much more handsomely.® 


THE OBJECTIVE—LOW PROFITS OR LOW PRICES? 


The real objective for economical Defense procurement, it has 
been stated, is cost reduction not profit reduction. Attempts have 
been made to give effect to this philosophy by procurement officials 
through authorization of incentive-type contracts including the use 
of interim price redetermination clauses. The latter have been 
utilized extensively but too often the incentive features have been 
lost sight of in administrative complexities. 

The problem is one of establishing objective and accurate mone- 
tary measures of the effect on cost of efficient management. 
Through the solution of this problem together with an enlightened 
exercise of contractual instruments which provide adequate reward 
for cost-saving, it is believed, the answer lies to getting the most 
from the Defense procurement dollar. The advanced techniques in 
the production engineering and managerial cost accounting fields 
must be called upon to inject efficiency measurement into Govern- 
ment contract administration. 

There have been well-intentioned efforts on the part of procure- 
ment policy makers to introduce cost-saving incentives into Govern- 
ment contracts. In addition to providing a means for shifting the 
risk of contingencies and uncertainties to the Government, interim 
repricing clauses were designed to reward contractors for cost- 
saving efficiencies. The contractor was permitted to enjoy the sav- 
ings during certain periods when the price was frozen. By retaining 
the option to reopen negotiations and establish new forward prices 
based on most recent experienced cost, the Government could avail 
itself of a portion of the cost reductions. The most popular method 
of carrying this out was through the Form IIB price redetermina- 
tion clause. This clause was used in contracts aggregating many 


8 Supposedly, the contractor would be allowed to retain these profits in re- 
negotiation on the assumption that The Renegotiation Board would not chal- 
lenge the full allocation of fixed costs to the renegotiable business as long as 
the contracting Government agency had accepted the practice. 
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billions of dollars during the Korean emergency. It was intended 
that more liberal profit margins would be encouraged where genu- 
ine efficiencies were demonstrated by the contractors. In many 
cases, however, this intent was thwarted by predetermined rigidity 
of profit rates. 


Another form of authorized contractual instrument is the 
straight incentive-type contract. In this type of contract, target 
cost and target profit are set at the outset or in the initial stages of 
the contract. Actual variations in cost are shared on the basis of 
formulae. 


The disadvantage of these types of incentive contra¢ts in prac- 
tice is that rewards are afforded the contractor for alleged effici- 
encies not supported by fact. Experienced costs which fall below 
inflated estimates do not necessarily evidence efficiencies attained 
by the contractor. Too often the means are not available to permit 
the Government to assess the relative effectiveness of the contract- 
or’s management and the contractor receives the benefit of the 
operation of opportunistic factors on the movement of total cost. 


In my opinion, the incentive-type contract is still the best means 
for instilling the elements of efficiency and cost control as a dynamic 
factor in performance of contracts let on a non-competitive (price- 
wise) basis. The targets must not be confined to total “full’”’ cost 
but be adapted to controllable cost elements. The production engi- 
neering and cost accounting technology which has been so success- 
ful in informing and guiding the management of many of the more 
progressive business enterprises should be called into use in ad- 
ministering Government incentive contracts to the mutual ad- 
vantage of both the Government and the contractor. 


First of all, the parties must have a clear understanding with 
respect to fixed costs which the contractor proposes be allocated to 
the contract. The Government negotiator may insist that the fixed 
costs which will not increase in the aggregate if the contract is 
awarded be set aside from the considerations. If agreement cannot 
be reached on the propriety of such treatment, then the negotiator 
must consider the economic impact of the contract on the contract- 
or’s enterprise as a whole in the negotiation of target profit and 
give due consideration to the extent that the contract will enhance 
the contractor’s overall profit. 

Secondly, cost targets should be established by cost elements 
which are sensitive to control by the various levels of management. 
The effective tools which can be used are in the nature of standard 
costs and departmental budgets. Technicians representing the Gov- 
ernment and the contractor would jointly determine reasonably 
attainable standards for major cost elements. In instances of con- 
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tracts with prolonged production periods, the standards should be 
periodically reviewed and agreement reached on revision in light 
of current conditions. Differences between actual and standard 
costs would be accumulated in variance accounts. It would then be 
the responsibility of Government auditors to analyze the variance 
accounts and report to the contract administrator the factors caus- 
ing the variances between standard and actual costs. The parties 
to the contract may then meet to negotiate the distribution of the 
variances between the Government and the contractor. The net 
result of the distribution of the variance accounts will evidence the 
incremental benefit to both parties of the operation of the incentive 
feature in the contract. The contract should be administered to 
reward the contractor liberally for clearly demonstrated cost re- 
ductions in the cost elements with favorable variance account bal- 
ances offset by the effect of unfavorable variance balances. Arbi- 
trary limitations need not then be placed on the rate of profit which 
the contractor may earn. Instead a flexible policy not inconsistent 
with the cost-saving objectives in the contract would be necessary. 


SUMMARY 


A fundamental difference between peacetime and wartime mili- 
tary procurement requires recognition in the national defense pro- 
curement policy. War production requires the outright diversion 
of civilian production facilities. In peacetime, a business enter- 
prise which undertakes a Government contract usually is able to 
superimpose defense production over all the commercial production 
it can profitably market. Under those circumstances, a problem is 
encounterd as to the proper way in which the indirect fixed costs of 
the contractor should be distributed to the products manufactured. 
It appears that under ideally competitive conditions, a contractor 
may usually be expected to estimate costs in preparing a bid on a 
somewhat incremental basis. Thus, costs which normally must be 
absorbed by the commercial products will not be diverted in part 
as cost of the Government contract. However, in non-competitive 
pricing the tendency is to prorate all costs on a proportional basis 
to Government as well as commercial products with the general 
result that the Government pays a higher price than under competi- 
tive bidding. 

The Congress, in seeking to place procurement on the most 
economical basis, has determined that this end will best be served 
by maximizing competition. However, there is realistic recognition 
that many factors mitigate against competitive bidding and a sub- 
stantial portion of defense needs must be acquired by negotiation 
with selected suppliers. Therefore, in negotiated procurements with 
contractors who hold preferred positions arising through other 
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factors the problem becomes one of preserving the cost saving ad- 
vantages of competitive bidding. 

A suggested means for attaining this objective is through ef- 
fective use of incentive-type contracts utilizing the cost control 
features of modern cost accounting techniques. Variances from 
standard costs used to measure management efficiencies would serve 
as a basis for providing incentives by liberal sharing of cost sav- 
ings with efficient contractors. 

The managements of most successful business enterprises rely 
today on their cost accounting staffs for the tools of cost control. 
They have found that by giving profit-sharing incentives to key 
personnel in cost control point positions great strides have been 
made in localizing and capitalizing upon cost-saving potentials. To 
the extent that the Government can take greater advantage in its 
contractual relationships with industry of the techniques that have 
contributed to industry’s continuing success in controlling and re- 
ducing costs, progress will be made in lessening to a degree the 
onerous financial burden of peacetime defense procurement. 
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FUNDAMENTAL CONCEPTS FOR 

RATES AND RATE STRUCTURES 

FOR REIMBURSABLE FEDERAL 
PROJECTS AND PROGRAMS 


E. REECE HARRILL 


Comptroller-Treasurer 
St. Lawrence Seaway Development Corporation 


Several agencies of the Federal Government have responsibil- 
ities for the development and operation of water and related re- 
sources and other self-sustaining enterprises. In carrying out their 
responsibilities, these agencies construct and operate projects, the 
cost of which may be wholly reimbursable, non-reimbursable, or 
only partially reimbursable. The Government’s water resource 
program has resulted in the development of many different types 
of projects such as flood control, reclamation of lands, navigation, 
electric power and energy, municipal and industrial water supply, 
recreational development, and others. 

In many cases the development of programs results in the cre- 
ation of revenue producing activities, either directly or as a by- 
product. It is necessary that definite determinations be made as to 
what part of a program or project will be reimbursed to the Federal 
Government and what part will not be reimbursed. 


CRITERIA FOR REVIEW AND EVALUATION OF PROJECTS 


The Bureau of the Budget has issued instructions to agencies on 
reports and budget estimates relating to Federal programs and 
projects for the conservation, development, or use of water and re- 
lated land resources. (Budget Circular No. A-47). These criteria 
apply to projects proposed after 1952. Among other things, these 
instructions set forth criteria for the review and evaluation of 
projects, they define the financial costs for the capital outlay and 
operations of the program or projects, and specify the length of 
the repayment period of the reimbursable cost. 

The policies enumerated in Budget Circular No. A-47 contain 
two criteria which are of primary interest to officials who are re- 
sponsible for establishing rate structures and rates, These are the 
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criteria for allocation of cost and the length of the repayment 
period. 


The criteria for allocation is that the construction cost and op- 
eration and maintenance cost shall be allocated to the several pur- 
poses served, and that such allocations shall serve as the basis for 
the proposed reimbursement or cost sharing arrangements. It 
further states that costs of programs or projects shall be allocated 
to the several purposes for which they are undertaken on the fol- 
lowing basis: 


(1) The costs of facilities or features of a program or project 
used only for a single purpose of water resources develop- 
ment shall be allocated to the respective purposes served by 
such facilities or features. 


(2) The costs of facilities or features of a program or project 
used jointly by more than one purpose of water resource 
development shall be allocated among the purposes served in 
such a way that each purpose will share equitably in the 
savings resulting from combining the purposes in a multiple- 
purpose development. 


Budget Circular No. A-47 further states that rates and other 
charges for the products or services of a program or project shall 
be set so that repayment of the initial Federal investment in the 
program or project can be accomplished within a period equal to 
the useful economic life of the proposed program or project, but 
not longer than 50 years, following the date on which the head of 
the sponsoring agency determines that benefits from the program 
or project will be available to the beneficiaries. This same period 
of time with the same limitation shall be used for computing bene- 
fits and costs of the proposed program or project. 


Special provisions are contained in the Circular for major modi- 
fications and additions to the project. However, such modifications 
and additions must be amortized, in any case, within 50 years. 

There are some existing Federal projects and programs which 
are self-sustaining that have arbitrary repayment periods other 
than 50 years. Some do not have any specified period for repay- 
ment, and insofar as repaying the investment of the Government 
is involved, the project may operate as a private utility or enter- 
prise. The concepts and considerations stated hereafter will apply 
in all cases where a payout period has been established, regardless 
of the length of the repayment period. 

Assuming the allocations of the construction and operation and 
maintenance costs have been made to each of the purposes served 
by a project, the considerations and concepts set forth in this article 
may be used to establish rates that will return to the Government 
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its investment, interest, and other elements of cost, as required by 
law for all reimbursable projects or programs, or parts thereof. 


CONSIDERATIONS FOR THE DETERMINATION OF 
REVENUE REQUIREMENTS 


The first step in the establishment of rates is the determination 
of annual revenue requirements. This problem can best be ap- 
proached by considering at the outset the things and functions for 
which cash will be needed, that is, expenses, debt services (payment 
of interest and the retirement of the debt), replacement of prop- 
erty, and other requirements. 


After the elements have been determined and properly classified, 
estimates and projections can be made by years on both a long and 
short range basis. From such a projection revenue requirements 
and average needs may be ascertained. From this a basic factor is 
derived which can be used to apply anit potential volume to 
calculate rates. 


There are certain standard or orthodox methods of determin- 
ing revenue requirements which have been used by privately- 
owned utilities, such as railroads, electric, gas, water, irrigation, 
and sewer works. These practices have been developed and ac- 
cepted by the utilities, the accounting, economic, and engineering 
professions, and local, State, and Federal regulatory agencies. The 
basic principles back of the standard or “utility method” is a fair 
return on the rate base, that is, a fair return on the monies invested 
in revenue producing assets regardless of how financed. 


Many self-sustaining projects and agencies of the Federal Gov- 
ernment have additional considerations which must be dealt with in 
determining revenue requirements and the rate base. The basic 
differences between these entities and privately-owned utilities re- 
late to the requirements of amortization of the debt within 50 
years, and the cost of replacements within this same period. 


To some extent this means that revenue requirements for self- 
sustaining Federal projects must be determined on a cash basis. 
This basis is essentially a method designed to bring in enough cash 
to take care of cash obligations, that is, the payment of expenses, 
interest, and to meet the payout schedule for the debt. 

Cash outlays are not consistent from year to year, nor do they 
follow a trend over a period of years. This is due primarily to the 
replacement requirements especially on properties having useful 
lives of say from 20 to 50 years. This variation makes it difficult to 
establish average rates over the years. 
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CONCEPTS AND PRINCIPLES SUGGESTED FOR FEDERAL PROJECTS 
WITH DEFINITE PAYOUT PERIODS 


In order to bridge the gap between the standard method of deter- 
mining revenue requirements and the statutory obligations of self- 
sustaining Federal projects, the following concepts and principles 
are offered for consideration. 


Agencies should follow the regular utility practice for determin- 
ing revenue to the extent possible. They should use this tried and 
accepted formula as a foundation on which to build a rate structure. 
Supplementing this, they should show all elements which are neces- 
sary to comply with statutory provisions, such as the amortization 
of the debt. 


In addition, charges shouid be equalized so that long term and 
stable rates can be applied and by the same method cash provided 
through revenue requirements for all outlays as they fall due. 


COMPARISON AND EXPLANATION OF FORMULAS USED 
FOR DETERMINING RATES 


There follows a tabulation showing three formulas for determin- 
ing revenue requirements which compare the “cost of service basis,” 
or the conventional utility method, with the “cash basis’ and il- 
lustrate a combination of the two methods. 


DETERMINATION OF ANNUAL REVENUE REQUIREMENTS 


--1— —3— 
For Cash to For Cost and 
For Normal Meet Accruing Amortization of 
Cost of Obligations and the Government’s 


Major Elements Services Debt Payments Investment 

1. Operating Expenses .............. Xx 
2. Insurance (or Actual Pay- 

ments for Damages).............. ».« 
3. Administrative Expenses...... ».¢ X ».¢ 
4. Taxes (or Payments in Lieu 

Thereof ) X 
6. Actual Interim Replacements X 
7. Depreciation and Amortiza- 

tion: 

(a) Normal Depreciation... X 

(b) Amortization in Excess 

of Depreciation (Applicable 

to properties with useful 

lives of more than 50 years, 

and non-depreciable prop- 

erty.) 
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8. Additional provision for re- 
placements not covered by 
accruing depreciation 
charges (Applicable to prop- 
erties with useful lives of 


less than 50 years.) .............. x 
9. Actual Amortization of the 
Debt X 
10. Return on Rate Base.............. ».¢ 
Total Requirements........ x 


A brief explanation of the concepts and principles back of each 
of the formulas follows. 


a. For normal cost of services (column 1). The principle under- 
lying this formula is that a utility must be allowed sufficient revenue 
to (1) cover all the costs of its services, that is, operating expenses, 
and other expenses requiring outlays, (2) depreciation and, in ad- 
dition, (3) a fair return on the capital investment. Under this 
method interest is provided for in the return on the rate base. This 
formula has general application to privately-owned utilities. 

Depreciation as used in this formula is a method of accounting 
for the consumption of capital invested in the facilities. Deprecia- 
tion expense does not require an annual cash outlay. The “cash 
cost” or outlay is incurred before depreciation is charged. Accord- 
ingly, in regular utility practices, cash is recovered by the inclusion 
of depreciation as a revenue requirement and may be applied to- 
wards either the amortization of the debt or to finance replacements. 

Privately-owned utilities are generally financed in part by equity 
investments—common or preferred stock. Also, the bonded in- 
debtedness can generally be refinanced and utilities are not required 
to be debt free at any given time. These features of financing give 
regular utilities a great flexibility in the use of funds realized 
through depreciation, a flexibility and feature which most self- 
sustaining Government entities do not enjoy. 

b. For cash to meet accruing obligations and debt payments 
(column 2). The principle underlying this formula is that revenues 
must be produced which will provide enough cash to take care of 
cash outlays. In this case normal depreciation is omitted and in 
lieu of the provision for debt amortization actual payments of the 
debt are substituted. 


It should be pointed out that the use of the cash basis will have 


varying requirements in different periods as a result of the timing 
for replacements and other factors. 
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This method is employed by some local government-owned utility 
projects. It is used in certain Federally-owned power and irriga- 
tion projects, but the agencies operating the projects request 
appropriations for financing replacements. Such a method is not 
applicable to some self-sustaining Federal agencies since replace- 
ments have to be financed from revenues. This method, however, 
can well be utilized in making forecasts of cash requirements and 
in long-range budgeting. 

c. For cost and amortization of the Government’s investment 
(column 3). The principle underlying this formula is to harmonize 
the provisions for amortization of the debt and the replacement re- 
quirements with the “cost of service” concept, and to adapt them to 
meet certain specific statutory requirements. The Saint Lawrence 
Seaway Development Corporation presents a good illustration. The 
law which created this Corporation requires that rates prescribed 
shall be calculated to cover, as nearly as practicable, all costs of 
operating and maintaining the works under the administration of 
the Corporation, including depreciation, payment of interest on the 
obligations of the Corporation, and payments in lieu of taxes. In 
addition, the rates shall provide for the Corporation’s revenues to 
be sufficient to amortize the principal of the debts and obligations 
of the Corporation over a period not to exceed 50 years. This for- 
mula in column 3 is designed to comply with the intent and letter 
of this law. It has, in addition, certain equalizing effects which 
will be advantageous in establishing trends and average toll re- 
quirements. 

Two major elements which bring out the characteristics of this 
formula should be noted. The first relates to the amortization of 
properties which have useful lives of more than 50 years, items 
7(a) and 7(b) of the formula. This shows normal depreciation as 
an element and, in addition, the revenue required to amortize the 
remaining cost of the properties. 

Since a great portion of the investment in the properties of the 
Seaway Corporation will have serviceable useful lives beyond 50 
years, and certain properties will be non-depreciable, the annual 
amortization requirements will exceed the depreciation charges. 
For example, a unit of property may have a serviceable useful life 
of 60 years which costs $120,000. This will have to be recovered 
by $100,000 representing normal depreciation for the first 50 years 
and, in addition, $20,000 in excess of normal depreciation in order 
to return the total cost to the Treasury Department in the form of 
repayment of the debt. 

The second provision relates to the replacement of properties 
which have useful serviceable lives of less than 50 years (item 8 
of the formula). In view of the fact that the Seaway Corporation 
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is required to return all costs to the Treasury within 50 years and 
the debt can not be refinanced, part of the replacement costs must 
be provided by revenue requirements which are normally over and 
above that recovered through depreciation charges. Assuming that 
an item of property costing $50,000 is installed when the Seaway 
is built and such property has an estimated serviceable life of 20 
years, this item would have to be replaced twice during the 50-year 
period, and would at the end of that period have an additional 
useful life of 10 years. If some provision is not made to provide for 
the additional funds required to supplement that recovered by 
depreciation provisions to make replacements, the Seaway Cor- 
poration may not obtain sufficient revenue to pay off the debt. 

Using this same illustration, the original installation of $50,000 
would have to be financed from borrowings. Normal depreciation 
could provide revenue for the two replacements. However, at the 
end of the 50-year period, the maximum time the debt can be out- 
standing, the Corporation is required to be debt free. Between the 
40th and 50th year of operation, only $25,000 would have been pro- 
vided through depreciation charges leaving a shortage of $25,000. 
The following resume shows how all costs could be recovered within 
50 years. 


Investment in properties: 


Original investment financed through borrowing........ $ 50,000 
Two replacements financed by depreciation.................. 100,000 

Total cost $150,000 

The amount could be recovered in 50 years as follows: 

Depreciation provision—first 20 years $ 50,000 
Depreciation provision—second 20 years.................... 50,000 
Depreciation provision—40th to 50th year.................. 25,000 
Additional required by replacement provision............ 25,000 

Total provided by revenue requirements.............. $150,000 


This method brings out the fact that depreciation is an element 
of cost and that for such items revenue requirements normally ac- 
crue on a cost basis. Further, the additional funds required to 
supplement replacement costs and to amortize the debt are also 
revenue requirements accumulated to meet cash outlays. 


COMPARISON OF OPERATING STATEMENTS 


There follows a comparison of summary operating statements 
under the standard “cost of services” formula and the “cost and 
amortization of the Government’s investment” formula. 


23 


) 
Ss 
e 
0 
e 
d 
r 
f 
8 
n 


COMPARISON OF OPERATING STATEMENTS 
I. STANDARD METHOD SHOWING CosT OF SERVICES 


$42 
$20 
Insurance (or Damages to Vessels) ......................-...-- 2 
Administrative Expenses 4 
Taxes ig 

Total Revenue Deductions 2 
$10 
5 
Net Results from Operations*............-....22.2.22..---- $ 5 


* Under regular utility practices, this amount is available for either replace- 
ments, payment of debt, dividends, or expansion of facilities. 


II. METHOD SHOWING COST AND AMORTIZATION OF 
GOVERNMENT’S INVESTMENT 


Operating Expenses $20 
Insurance (or Damages to Vessels) 


Administrative Expenses 4 
2 
4 

Total Revenue Deductions..........................-.......- 32 


Net Results Before Provision for Interim Replace- 
ments and Additional Requirements to Amortize 


$ 5 
Provision for Replacements............ $ 3 
Amortization in Excess of Depreciation.................... 2 $5 
Net Results after Statutory Requirements’*............ -0- 


* Any net result after statutory requirements carried to “free surplus’ is 
available for the acceleration of the debt redemption or for the expansion of 
facilities. 


The latter appears most appropriate for the Seaway Corporation 
and many other self-sustaining Federal projects. It has the fol- 
lowing advantages: 


1. It reflects the “cost of service’, which is comparable to regu- 
lar utility practices and includes provision for depreciation. 
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2. It shows provisions for additional requirements which are 
necessary to amortize the debt within 50 years. 

3. It provides a method to earmark a portion of the net operat- 
ing earnings (revenues less costs) through the use of provisions 
for reserving revenue for replacements and amortization. If excess 
earnings required to meet statutory obligations are not separated 
from the “free surplus” the financial statements might be misread 
and misleading. 

4. It complies with the financial provisions and practices set 
forth in the law creating the Corporation, which requires account- 
ing on the accrual basis, the accounting for depreciation, and in ad- 
dition, other provisions to meet the payout schedule. 


FUNCTIONS TO BE CONSIDERED AS ELEMENTS 
OF COST FOR RATE BASE 


It is necessary that an understanding and working familiarity 
with the facilities and operating activities be gained and agreed 
to before giving specific attention to forecasting and projecting 
cost. Any official involved in rate studies should orient himself to 
the facilities used, to the various steps involved in the operations, 
and to visualize clearly the major aspects of the works, and to grasp 
the interrelationships of the different activities to be performed by 
the responsible organizational units. 

Operating procedures should be prepared and classifications of 
accounts defining the activities involved should be promulgated for 
the use of all concerned. The classifications of accounts should be 
uniform. Within the organization, the classification of accounts 
should be the same for estimating cost, making projections for rate 
studies, and for budgeting and accounting. 

There follows a list of the main categories of activities for op- 
erating expenses which are being considered for the Saint Lawrence 
Seaway Development Corporation. It is contemplated that detailed 
activity accounts will be established under each category for each 
responsible organization unit. 


FUNCTIONS TO BE CONSIDERED AS ELEMENTS 
OF OPERATING EXPENSES 


1. Traffic Control—Transiting of Ships 

1.1 Dispatching 
1.2 Pilotage 
1.3 Ship Handling—Tug and Dolphin Assistance 
1.4 Communication, night floodlighting, signals, markings, and 
other aids to navigation 
5 Other 
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. Lock Operations and Maintenance 


2.1 Operation of Locks 

2.2 Maintenance of Locks (except periodic overhauls) 
2.3 Periodic Overhaul of Locks 

2.4 Other 


Maintenance of Channels 


3.1 Channel Dredging and Sweeping 


3.2 Bank Stabilization and Slide Excavation 

3.3 Removal of Other Obstacles to Navigation, including ice 
breaking 

3.4 Other 


. Operation and Maintenance of roads, bridges, dikes, reservation 


grounds, and other auxiliary facilities 


. Assessment and Collection of Tolls 
. Less: Credit for Reimbursements and Miscellaneous Revenue 


from Auxiliary Facilities. 
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SHOULD THE GOVERNMENT'S 
ACCOUNTING AND REPORTING 
POLICY BE REVISED? 


BEN C. WHITE 
Assistant Director, Division of Cost Analysis 
Post Office Department 


Each year the Federal Government produces thousands of ac- 
counting reports of varying importance to the public. Only a few 
of these, however, those prepared by the Treasury and the Bureau 
of the Budget, attempt to portray the overall financial condition 
of the Government. These overall reports are primarily concerned 
with cash balances, trust liabilities, the public debt, and the cash 
and budget surplus or deficit for the current fiscal year. While such 
reports are useful and necessary they do not give the public as 
complete a picture of the Government’s financial condition and op- 
erations as do the balance sheets and operating statements of com- 
mercial corporations. The question arises as to whether the Gov- 
ernment’s financial accounting and reporting policy should not be 
revised to follow more closely industrial accounting procedures and 
reports. As the Government’s impact upon the economic life of its 
citizens increases, the need for an overall statement of the Govern- 
ment’s financial condition becomes greater. There are also certain 
Constitutional requirements, which will be discussed later, that 
cannot be ignored, making it even more important that the Govern- 
ment’s accountants and lawyers give careful thought to this prob- 
lem to insure that their duties and responsibilities are being ade- 
quately discharged. 


THE SCOPE AND LIMITATIONS OF AN OVERALL REPORT TO THE PUBLIC 


The accounts and resulting reports produced by the Treasury 
Department and the Bureau of the Budget are aimed primarily at 
producing meaningful data on the Government’s cash and bud- 
getary transactions for the current year with resulting changes in 
cash balances and changes in the funded debt. They are essentially 
reports of the Executive Branch of the Government showing its ac- 
complishments during the fiscal year within the appropriation 
limits established by Congress and the effect thereof on the Gov- 
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ernment’s cash and funded debt. By and large these accounting 
and reporting needs are being satisfactorily filled. 

However, it is in the area of the other assets of the Government 
and its unfunded liabilities that the greatest accounting and re- 
porting deficiency is found. This has existed since the birth of the 
nation, but it is only within the past twenty-five years, as will be 
seen later, that changes in public demands upon the Government 
now make it imperative that a change be made. The obvious means 
of satisfying this need would be a Federal balance sheet which 
would include all assets of the Government, both cash and non- 
cash, and all liabilities, both funded and unfunded. An analysis of 
the changes in such a balance sheet from year to year would give 
an overall picture of our national financial progress. But to simply 
state this possible solution is not sufficient. A listing of the Gov- 
ernment’s tanks, guns, planes, battleships, public buildings and 
equipment would be of only casual interest to the public and would 
serve no useful purpose whatever. Assets acquired to perform the 
Constitutional functions of government cannot be disposed of so 
long as the function for which they were obtained continues to be 
needed. 


If, then, the listing of the Government’s assets needed in the 
performance of its constitutional functions would be of little in- 
terest and usefulness to the public, why not eliminate these assets 
from further consideration and construct a Federal balance sheet 
which would include all the Government’s liabilities, both funded 
and unfunded, but only those assets which are surplus to normal 
governmental needs and which could be disposed of, or for which 
private services could be substituted, without curtailing an essential 
constitutional function? The idea is intriguing. Not only would 
it materially reduce the accounting problems involved but the 
resulting net equity would more closely measure the public’s net 
investment in its government than would be the case if all the 
Government’s assets were included. After all, we wouldn’t want 
to sell a battleship, even if we could, but to sell an oil deposit would 
be an entirely different thing. 


The legal authority for making such a bobtailed balance sheet is 
not hard to find. In public utility rate cases the courts 1 have con- 
sistently required public service corporations to separate their cor- 
porate property needed in the production of the public utility serv- 
ice, designated as “property clothed with a public use”, from the 
property of the corporation not used for that purpose, i. e. property 
“not clothed with a public use”. Applying this legal formula to 


1 Brooks-Scanlon Co. v. Railroad Commission of Louisiana, Supreme Court 
of the United States. (251 U. S. 396) and other leading cases in point. 
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the assets of the Federal Government it is possible to separate the 
major groups of assets owned by the Government into two cate- 
gories: those needed to perform a constitutional function being 
similar to utility property “clothed with a public use”, and those 
owned by the Government but not needed for a constitutional func- 
tion at the moment being similar to utility property “not clothed 
with a public use”. Only the latter assets would be included in the 
Federal balance sheet here suggested. 


Although some of the smaller groups of Government assets may 
need further study to determine in which category they belong, 
the amounts involved are not material. Among these assets which 
might be classified in either group are such items as cash and re- 
ceivables which, while not yet devoted to a public use are clearly 
intended for that purpose. Another group of assets that has been 
classified as “not clothed with a public use” in the attached balance 
sheet, is the Government’s equity in its corporations and business- 
type activities. These assets are so classified, not because they do 
not perform a function delegated under. the Constitution to the 
Federal Government, but because many of the more important 
functions performed by these corporations might be performed by 
private capital thus freeing Government funds. They can be initi- 
ated, expanded, contracted or abandoned at the will of Congress. 
In short, they do not possess the unchanging characteristics of such 
functions as defense, general government, or justice which can be 
abandoned only by Constitutional Amendment. 


CONGRESS AS TRUSTEE OF THE PUBLIC DOMAIN 


By far the most valuable asset “not clothed with a public use” 
that belongs to the United States is its public domain which has 
been estimated to be worth $1.6 trillion. In general all Government 
property “clothed with a public use” was acquired as an incident 
to the performance of a Constitutional function. Not so, the public 
domain. This property was acquired or purchased by authority 
of Article IV, section 3, and Article VI of the Constitution. Article 
IV, Section 3, reads as follows: 


The Congress shall have power to dispose of and make 
all needful rules and regulations respecting the territory 
or other property belonging to the United States. 

Article VI reads: 


All debts contracted and engagements entered into be- 
fore the adoption of this Constitution shall be as valid 
against the United States under this Constitution as un- 
der the Confederation. 
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The history of these articles is best told by the following quota- 
tions from three of our past presidents: 


“For a correct understanding of the terms used in the 
third section of the fourth article, above quoted, reference 
should be had to the history of the time in which the Con- 
stitution was formed and adopted. It was decided upon in 
convention on the 17th of September, 1787, and by it Con- 
gress was empowered ‘to dispose of,’ etc., ‘the territory 
or other property belonging to the United States.’ The 
only property belonging to the United States was that then 
recently ceded by the several States, to-wit: New York in 
1781, by Virginia in 1784, by Massachusetts in 1785, and 
South Carolina in August 1787, only the month before the 
formation of the Constitution. The cession from Virginia 
contained the following provision. 

‘That all the lands so ceded to the United States * * * 
shall be considered a common fund for the use and benefit 
of such of the United States as have become or shall be- 
come, members of the Confederation or federal alliance of 
the said States, Virginia included, according to their usual 
respective proportions in the general charge and expendi- 
ture, and shall be faithfully and bona fide disposed of for 
that purpose and for no other purpose whatsoever.’ 

“Here the object for which these lands are to be disposed 
of is clearly set forth, and the power to dispose of them 
granted by the third section of the fourth article of the 


Constitution clearly contemplates such disposition only. 
* 


Veto by President Pierce, May 3, 1854. 


“The question is still clearer in regard to the public 
lands in the States and Territories within the Louisiana 
and Florida purchases. These lands were paid for out of 
the public treasury from money raised by taxation. Now 
if Congress had no power to appropriate the money with 
which these lands were purchased is it not clear that the 
power over the lands is equally limited? 


“The management and disposal of that portion of the 
property of the nation which consists of the public lands, 
the acquisition of them, made at the expense of the whole 
Union, not only in treasure, but in blood, marks a right of 
property in them equally extensive. Congress is a ‘trustee’ 
under the Constitution, for the people of the United States, 
to dispose of their public lands, and I think I may venture 
to assert with confidence that no case can be found in 
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which a Trustee in the position of Congress has been au- 
thorized to ‘dispose of’ his property by the owner, where 
it has held that these words authorize such Trustee to give 
away the fund intrusted to its care.” 


Veto by President Buchanan, 1859. 


“The public domain had its origin in cessions of land 
by the States to the General Government. The first cession 
was made by the State of New York, and the largest, 
which in area exceeded all others, by the State of Vir- 
ginia. The territory, the proprietorship of which became 
thus vested in the General Government, extended from the 
western line of Pennsylvania to the Mississippi River. 
These patriotic donations of the States were incumbered 
with no condition, except that they should be held and 
used ‘for the common benefit of the United States’. By 
purchase with the common fund of all the people, additions 
were made to this domain until it extended to the northern 
line of Mexico, the Pacific Ocean, and the Polar Sea. The 
original trust ‘for the common benefit of the United 
States’, attached to all.” 


President Cleveland. Annual Message, December 8, 
1885. 


By Article VI of the Constitution the United States assumed all 
engagements entered into under the Confederation. A detailed and 
authoritative history of the Government’s public land system is 
found in President Andrew Jackson’s message dated December 4, 
1833, vetoing “An Act to appropriate for a limited time the pro- 
ceeds of the sales of the public lands of the United States and for 
granting lands to certain States.” This history is too lengthy to be 
reproduced here but is in harmony with the presidential citations 
quoted above. 


Finally, the U. S. Supreme Court in 1910 (Light v. U. S., 220 
U. S. 523) said: 


‘All the public lands of the nation are held in trust for 
the people of the whole country and it is not for the courts 
to say how that trust shall be administered. That is for 
Congress to determine.” 


If then, the public domain is a public trust administered by Con- 
gress for the people of the whole country, and from the above there 
can be no doubt of that, we have another strong reason for revising 
the Government’s accounting and reporting system. To fully dis- 
charge its trust responsibility Congress must keep and render ac- 
curate accounts to the beneficiaries of the trust, namely, the public, 
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with respect to the administration of the trust. It must ascertain 
the value of the trust and make full disclosure of all material facts 
in connection with the trust. The following statement of principles 
of Trust Institutions, Article III, Section 3, adopted by the Execu- 
tive Committee of the Trust Division of the American Bankers 
Association and approved by the Executive Council is quoted from 
Scott’s Cases on Trusts: 
“Tt is the duty of a trustee to administer a trust solely in 

the interest of the beneficiaries without permitting the in- 

trusion of interests of the trustee or third parties that 

may in any way conflict with the interests of the trust; 

to keep and render accurate accounts with respect to the 

administration of the trust; to acquaint the beneficiaries 

with all material facts in connection with the trust; and, 

in administering the trust, to exercise the care a prudent 

man familiar with such matters would exercise as trustee 

of the property of others adhering to the rule that the 

trustee is primarily a conserver.” 


THE GOVERNMENT’S LIABILITIES 


Public Law 863, 84th Congress, requires that the accounts of the 
various Government agencies be maintained on an accrual basis. 
This progressive step toward more accurate and meaningful ac- 
counting records still omits the unfunded liabilities, which must be 
remedied before accurate overall accounting records and reports 
can be obtained. These unfunded liabilities are primarily the 
accrued liabilities of the Government arising out of its various re- 
tirement funds which are not payable until sometime in the future. 
Most of this liability has arisen over the past twenty-five years and 
now exceeds in amount the funded public debt. 


THE BALANCE SHEET 


It might be argued that the balance sheet should be limited to 
the trust assets and liabilities of the Government for which there 
is a clear Constitutional mandate. Upon reflection, however, it is 
apparent that the surplus property and other assets of the Govern- 
ment “not clothed with a public use” must of necessity be classed 
as “other property belonging to the United States” under Article 
IV, Section 3 of the Constitution since the retention of such prop- 
erty by the Government cannot be justified under any other clause 
of the Constitution. The liabilities, likewise, cannot be limited sole- 
ly to the trust liabilities, as the result would be an incomplete dis- 
closure of the financial condition of the Government directly affect- 
ing the public. The authority for including the non-trust liabilities 
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in this balance sheet is based upon the principal and agent relation- 
ship existing between the people and their Government. In con- 
tracting indebtedness the Government acts in the name of the 
public and as a result the liabilities of the agent become in fact the 
liabilities of the principal, the public. 

The following balance sheet, together with brief explanatory 
notes, portrays the major assets and liabilities which would be 
found in the statement of condition here proposed. 


ESTIMATED ASSETS 


Public Domain $1,551,000,000,000 

The public domain was acquired and is held under author- 

ity of Article IV, Section 3 of the Constitution as a public 

trust for the benefit of the people of the whole country a 
and as such should be accounted for in accordance with 

the law of trusts. Instead, its value is not reflected on the 
Government’s books of account. It has never been fully 

appraised and we must rely on the best estimates avail- 

able as to its probable worth. The figure used is the esti- 

mate made by former Secretary of the Interior, Oscar L. 

Chapman before the Senate Hearings on Submerged 

Lands. It was confirmed in principle by correspondence 

with the Department of the Interior under the present 
administration. 


Other Property Belonging to the United States...................... 49,000,000,000 
The above figure is made up of cash balances in the 
General Fund of the Treasury, investments in and loans 
to Government corporations and business type activities 
and miscellaneous receivables. A number of laws have 
been enacted in recent years which have speeded up the 
collection of revenues, reducing the amount of miscel- 
laneous assets which would normally have been included 
in the above figure. Among these are: The Current Tax 
Payment Act of 1943 (57 Stat. 126) which converted large 
taxes receivable unpaid at the end of the Government’s 
fiscal year into a tax liability by collecting income taxes 
from individuals in advance of assessment by payroll 
deduction. 

The Revenue Act of 1950 practically eliminated all 
corporation income taxes receivable by requiring full pay- 
ment by June 30 of each year. 


Total Estimated $1,600,000,000,000 


LIABILITIES AND NET EQUITY 


Public Debt $ 275,000,000,000 
Unfunded Debt 300,000,000,000 
Prior to 1930, the unfunded debt of the Government was 
practically non-existent. Since then the Social Security 
Act, now the Federal Insurance Contribution Act, was 
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passed and numerous civilian and military retirement and 
leave laws enacted. The figure used has been arrived at 
as follows: 

The Department of Health, Education 
and Welfare in Actuarial Study No. 39, 
December 1954, estimated the current 
accrued liability of the Government un- 


der FICA at $280,000,000,000 
Against which a reserve has been pro- 

$259,000,000,000 


The Committee on Retirement Policy for 

Federal Personnel, Senate Doc. 89, Part 

4, 88rd Congress, estimated the Govern- 

ment’s unfunded liability for military 

and civilian retirement systems other 

than Social Security at............................... 29,000,000,000 
(in Millions) 

Uniformed Services Retirement 


System $18,250. 
Civil Service Retirement 

System 10,670. 
Foreign Service Retirement 

System 36.1 
Public-school Teachers of D.C... 37.9 
Policemen and Firemen of D.C. 91.7 
Tennessee Valley Authority...... 4.5 
Canal Zone 19. 
Panama Canal Construction...... 16.5 
Judiciary 8.5 

$29,134.2 

Accrued leave liability for civil and mili- 

tary personnel is estimated at................ 2,000,000,000 


Trust liabilities, accrued taxes, payrolls, 
miscellaneous accounts payable, are 


estimated at 10,000,000,000 
$300,000,000,000 
Total liabilities, estimated................... $ 575,000,000,000 
Net Public Equity in property of the United States “not 
clothed with a public use”. 1,025,000,000,000 
Total liabilities and net equity $1,600,000,000,000 


THE ANALYSIS STATEMENT SHOWING CHANGES 
IN FINANCIAL CONDITION 


The value of the Analysis Statement showing the changes in the 
nation’s financial condition from year to year can be illustrated by 
citing a few examples of changes brought about by recent legisla- 
tion which would have been refiected in this report, in addition to 
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the current operating surplus or deficit, had it been in effect at the 


- time this legislation was enacted. 


1. The accrued liability of the Government increased $77 billion 
between the end of 1952 and the end of 1954, as disclosed by Ac- 
tuarial Study No. 39 of the Department of Health Education and 
Welfare, due to the legislation broadening the Social Security 
coverage— 


End of Increase in 
1952 1954 Liability 
(In billions) 
Intermediate Cost -....................... $200 $280 $80 
Less FICA Trust Fund................ 18 21 3 


$182 $259 $77 


2. At the time the Committee on Retirement Policy made its 
report the accrued liability of the Civil Service Retirement Fund 
was $10,670 million, (included in the $29 billion shown in the 
balance sheet). At September 30, 1956, this liability had climbed 
to $14.6 billion. One day later, on October 1, 1956 when Public Law 
854 went into effect it jumped another $2.4 billion to $17 billion. 

3. Public Law 31, 83rd Congress divested the United States of 
all right and title to the oil and natural gas deposits in the sub- 
merged coast lands. The value of this property was estimated by 
Senator George W. Malone, (Nev.) in the Senate Hearings on 
Submerged Lands to be worth between $60 and $170 billion. 


CONCLUSION 


The suggested balance sheet would fill a need for an overall state- 
ment of condition with respect to the public’s equity in the property 
of the United States not needed for constitutional purposes. 

The analysis statement showing changes in net equity from year 
to year would give an excellent index of the Government’s financial 
progress. In addition to reflecting briefly the net change due to 
the Government’s constitutional operations, it would disclose the 
financial effect of legislation disposing of the public domain or in- 
creasing the unfunded debt. 

The balance sheet and the analysis statement together would 
enable Congress to fulfill its trust responsibilities under Article 
IV, Section 3 of the Constitution in accordance with prevailing 
trust law. 


35 


100 
100 
100 
he 
oy 
a- 
to 
|_| 


PROPERTY ACCOUNTING AND 
RELATED REQUIREMENTS 


A. R. ROSIN, Assistant Director 


Civil Accounting and Auditing Division 
United States General Accounting Office 


Why do we have property records? What are the laws that make 
these records mandatory and what are the laws and regulations 
that require placing property under accounting control? 

Citing the laws and other legal authority in the area of property 
we have first, section 410 of the National Security Act of 1947, as 
amended, which applies to the military area. Then we have the 
Federal Property and Administrative Services Act of 1949, and 
amendments thereto. The latter act included a pattern of coopera- 
tion for the executive agencies, the Administrator of General 
Services Administration, and the Comptroller General, which is 
consistent with the cooperative approach under the Joint Account- 
ing Improvement Program. Following this, we have the Budget 
and Accounting Act of 1950. Section 113a of this law provides: 
“The head of each executive agency shall establish and maintain 
systems of accounting and internal control designed to provide 
effective control over and accountability for all funds, property and 
other assets for which the agency is responsible.” 


This act provided for the first time, clear-cut legislation which 
nailed down the responsibilities for accounting, auditing, and finan- 
cial reporting in the Government and is in line with what had been 
done prior to the act under the Joint Accounting Improvement 
Program. Following this, the Comptroller General on November 
6, 1952, issued Accounting Principles Memorandum No. 1. This is 
titled “Statement of Accounting Principles and Standards for the 
Guidance of Executive Agencies of the Federal Government.” In 
this document, beginning on page 25, the views of the Comptroller 
General in this important area of property accounting are ex- 
pressed. Then, during the cooperative efforts by GSA, the various 
agencies, and GAO, in getting out the first real property inventory, 
there followed Accounting Systems Memorandum No. 32, issued 
by the Comptroller General on April 13, 1954. This was titled “Real 
Property Accounts and Records.” 
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More recently we have Public Law 863, passed during the second 
session of the 84th Congress and approved August 1, 1956. This 
law provides in part: “As soon as practicable after the date of the 
enactment of this subsection, the head of each executive agency 
shall, in accordance with principles and standards prescribed by 
the Comptroller General, cause the accounts of such agency to be 
maintained on an accrual basis to show the resources, liabilities, 
and costs of operations of such agency with a view to facilitating 
the preparation of cost-based budgets as required by section 216 
of the Budget and Accounting Act, 1921, as amended. The account- 
ing system required by this subsection shall include adequate 
monetary property accounting records as an integral part of the 
system.” 


We must keep property accounting records, and they must be in 
monetary terms as well as unitary terms. How and why should 
this be done? The property records should be maintained by the 
agency which controls the use of the property. Control of inven- 
tories and the fixed assets of land, buildings, and other structures, 
can be accomplished best, we feel, by keeping a general monetary 
record as part of the accounting system with the maintenance of 
a single set of detailed records serving as support for the general 
accounts, as well as constituting the property management record. 
You might ask: “What are some of the advantages of having mone- 
tary accounting control?” First of all, better control is available 
if you have accounting control because values of assets are con- 
trolled through the accounts in the general ledger, which usually 
brings into play such additional control features as division of 
duties, documentary support for entries, etc. The investment of 
the Government in the assets at any particular time can be readily 
determined. Depreciation can be charged to proper activities where 
that is appropriate, and accumulated depreciation charges can be 
reflected as a reduction of the investment of the Government in the 
property in the preparation of financial statements and for other 
purposes. A more valid basis is provided for the comparison of 
the results of physical inventories with the records. A more ef- 
fective basis results for custodial accountability. Also, the data, 
as to the assets, can be made available for financial planning with 
regard to acquisition, maintenance, replacement or retirement of 
such assets. Finally, cost-based budgeting, now required both by 
law and by good business practice, can only succeed if the value of 
all resources is considered. 

Let’s touch on the improvements attained in property manage- 
ment and accounting. The 8th Annual Progress Report (the one 
for 1956) under the Joint Program to Improve Accounting in the 
Federal Government carries a statement on pages 11 and 12 on 
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property accounting improvements. This states in brief that addi- 
tional surveys of property accounting were completed during the 
calendar year 1956. Thirty surveys have now been completed cover- 
ing 64 different accounting entitles in various civilian agencies. 
Also, during the year, follow-up reviews of property accounting 
were started in areas where previous surveys were made. These 
reviews have been completed in 14 agencies. Reference is also made 
in this progress report to the Federal Real Property Inventory as 
of June 30, 1955, prepared by the GSA for the Senate Committee 
on Appropriations. Also, that the Inventory of Real and Personal 
Property as of June 30, 1955, prepared by the House Committee on 
Government Operations was released as House Report No. 1930, 
dated March 21, 1956. For your information the Committee on 
Government Operations has recently released their report as of 
June 30, 1956, as a “Committee Print.” 


To emphasize some of the progress that has been made in the 
property accounting field, we found that as of June 30, 1954, civil 
agencies had supply inventories under accounting control amount- 
ing to 5 billion, 504.9 million dollars. As of June 30, 1955, this had 
increased to 7 billion, 580.7 million. Fixed assets for the civil 
agencies under accounting control during the same period increased 
from 24 billion, 307.1 million to 26 billion, 171.9 million. Tre- 
mendous strides have also been made in the military area. The 
Department of Defense reported that they had supply inventories 
under accounting control as of June 30, 1954, amounting to 20 
billion, 397 million dollars and that within six months as of De- 
cember 31, 1954, such inventories under accounting control had in- 
creased to 47 billion, 622.5 million. The fixed assets under account- 
ing control in the military area were reported to have increased 
approximately 4 billion dollars during this same 6-month period. 
It is fair to say that today most of the property of civil agencies 
and much of the property of the military agencies is under mone- 
tary accounting control. 


In carrying out our responsibilities in the area of property man- 
agement and accounting, some difficulties may be encountered in 
establishing an adequate capitalization policy. Briefly, we have 
felt that nonexpendable property to be capitalized should be sig- 
nificant as to unit price, quantity, and nature. Several agencies 
have used a replacement value of approximately $50 as being a 
reasonable guideline as to unit price. Articles which may be sig- 
nificant because of quantity or nature are certain types of instru- 
ments of precision, furniture, machines, and articles of a precious 
nature, such as gold, platinum, and other medals. 


Another area where difficulties may be encountered is in the re- 
conciliation of physical inventories with the general ledger dollar 
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controls. Such variances, if significant, must be investigated to de- 
termine their cause and should not be merely adjusted, with proper 
approvals, without investigation. Although some of the variances 
may not be fully explained by such investigation, the causes, such 
as improper inventory and other procedures, pricing techniques, 
and others may be studied so that better results can be obtained 
from subsequent physical inventories. 


The treatment of asset values for balance sheet purposes may 
raise some questions. To date, depreciation accounting has not been 
required in areas where it would serve no useful purpose. Conse- 
quently, balance sheet reports now show depreciation only where 
the accounting in the agency provides for considering depreciation. 


The question of ownership of property has also been raised in 
connection with working fund advances made by one Government 
agency to another. There have been some decisions by the Comp- 
troller General in this area which tend to indicate that unless there 
are definite provisions in the working fund agreement that provide 
to the contrary, and which can be legally substantiated, property 
acquired from funds advanced from one agency to another belongs 
to the agency that financed the program. 


In order to do a good job in the management and accounting for 
property there should be good detailed operating procedures which 
should provide adequate document control, physical inventory in- 
structions, and that property should be accounted for on an accrual 
basis by recording the property in both the detailed and general 
ledger control of records when received. One method of doing this 
for supply inventories is to record acquisitions currently from dis- 
bursement vouchers and at the end of the month make an inventory 
of the open receiving reports, price such receiving reports, and post 
them into the general ledger control account. This accrual entry 
would then be reversed in the next month. 


In conclusion I wish to emphasize that improvement in the man- 
agement of and accounting for property is desirable to place the 
overall operation of Government services on a more business-like 
basis. This must of necessity include the measurement in dollars 
of inventories on hand and the fixed assets available for use so that 
the information can be considered by top management in the agen- 
cies and also be made available to the Bureau of the Budget, the 
Congress of the United States, and the public. In the past, lack 
of adequate property records has contributed to and resulted in 
obligations and disbursement of funds for property not actually 
needed. Adequate property records and their reconciliation to dollar 
accounting controls should aid in providing a fuller utilization of 
the property resources of the Government. 
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TECHNICAL ACCOUNTING 
DEVELOPMENTS 


HERSCHEL C. WALLING 


ACCRUAL ACCOUNTING AND COST-BASED BUDGETS 


Public Law 863, approved August 1, 1956, requires each agency, 
as soon as practicable, to maintain its accounts on the accrual basis, 
including adequate monetary property accounting records. It 
directs each agency to work toward the objective of financing each 
operating unit, at the highest practicable level, from not more than 
one allotment for each appropriation. It also expresses the intent 
of Congress that budgets should be developed and executed on a 
cost basis, that budgets and accounting classifications should be 
consistent and should be synchronized with the organization struc- 
ture, and that budget justifications should be supported by infor- 
mation on performance and program costs by organizational units. 

A provision requiring that appropriations be determined on an 
annual accrued expenditure basis was passed by the Senate (S. 
3897) but was deleted in the House. The bill, including the accrued 
expenditure basis of appropriation, was supported by the Comptrol- 
ler General, the Secretary of the Treasury, and the Director of the 
Bureau of the Budget, and by representatives of the Hoover 
Commission and industry. 


PAYMENT OF CLAIMS CHARGEABLE AGAINST 
LAPSED APPROPRIATIONS. 


Public Law 798, approved July 25, 1956, establishes new require- 
ments for disposing of balances of expired and lapsed appropria- 
tions and for the payment of claims chargeable to lapsed appropri- 
ations. The unobligated balance of an expired appropriation must 
be withdrawn on or before the following September 30, but may 
be restored if required to liquidate outstanding obligations. When 
the appropriation lapses, the obligated balance is transferred to a 
consolidated no-year appropriation account of the agency or sub- 
division thereof, in which is merged the obligated balances of all of 
its lapsed appropriations for the same general purposes. The Gen- 
eral Accounting Office has issued instructions for implementing this 
Act, in General Regulations No. 131, August 7, 1956. 
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OST OF NEW OR EXPANDED FUNCTIONS 


Public Law 801, approved July 25, 1956, requires that each re- 
sort or recommendation to Congress by an executive agency re- 
garding the creation or expansion of any function or authority of 
the agency include an estimate of the cost and the man years of 
civilian employment which will be required therefor during the 
first five years. 


Post OFFICE ADOPTS 13-MONTH CALENDAR 


The Post Office Department has adopted a 13-period fiscal year, 
effective July 1, 1956, for its accounting and reporting, with the 
advent of the biweekly payroll under Public Law 68, 84th Congress. 
The 13 four-week accounting periods will cover two pay periods 
each, consisting of 20 week days, 4 Saturdays, and 4 Sundays. This 
will simplify the accounting for payroll expenses and will facilitate 
comparison of operating results. 


ACCOUNTING FORMS 


General Accounting Office Accounting Systems Memorandum 
No. 39, August 1, 1956, sets forth guidelines regarding the re- 
sponsibility of the Comptroller General for prescribing, reviewing, 
and approving accounting forms, which consist of standard, stock, 
and agency accounting forms. Standard forms are prescribed for 
general use; any substitute forms require approval. Stock forms 
include previous standard forms which are no longer prescribed 
for mandatory use, but are available for use by agencies which wish 
to use them. Agency accounting forms are developed by each 
agency for its internal use. The stock and agency forms used are 
reviewed and evaluated by the Comptroller General in approving 
the accounting system of the agency. 


ACCOUNTING SYSTEMS APPROVED 


The Comptroller General has approved the accounting systems 
of the Foreign Agricultural Service and the Office of Information 
of the Department of Agriculture as to the basic accounting prin- 
ciples, standards, and related requirements, under the authority 
of Section 112 of the Budget and Accounting Procedures Act of 
1950. The system of the Foreign Agricultural Service includes the 
accounting for foreign currencies; that of the Office of Information 
covers both appropriated and working capital funds. 
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RECORD RETENTION REQUIREMENTS 


The recommendations of the Advisory Council on Federal Re- 
ports regarding the requirements of Federal agencies as to the 
retention of records by the public have been transmitted to the 
agencies by the Bureau of the Budget for comment (Bulletin No. 


57-3, August 14, 1956). Each agency was also requested to desig- — y: 
nate a representative to serve as liaison with the Office of Sta- In 
tistical Standards to facilitate prompt action to reduce the burden of | 
of the Government’s records retention requirements. lea 
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COMPUTATION OF EXCLUDABLE “SICK PAY” 
FOR FEDERAL EMPLOYEES ON A 40 HOUR WEEK 
FOR FEDERAL INCOME TAX RETURNS 


Rosert B. BROWN and JOHN W. FAWSETT 
Washington Chapter 


A certain portion of salary received may be excludable from “Gross Income”. 
In order to determine the amount excludable as “Sick Pay”, record each period 
of absence from work due to illness or personal injury, requiring the use of 
leave WITH pay, in the appropriate table below. 


NOTE: Absences for illness which fail to meet the conditions in either Table 
“A” or “B” are NOT excludable. 


Table “A” Table “B” 
Enter work absences requiring the Enter all other work absences re- 
use of leave WITH pay, due to (a) quiring the use of leave WITH pay 
personal injury OR (b) illness, dur- and which were for periods IN EX- 
ing which employee was hospital- CESS of 33 hours. 
ized for at least one full day. 
Period of Absence Hours — — Elimi- Net 
of nation* Hours 
Leave Leave 
From To From | To 
Add: Total of Table “A” 
Total hours............ 
Enter GROSS hourly wage or $2.50, whichever is less 
Multiply by Total hours and enter results here 


This is the “Sick Pay” excludable and is entered on page 1, 
line 6, of Form 1040. 


*Elimination (Table “B’’) 


Enter in this column, for EACH period recorded, 32 hours PLUS the hours of 
leave taken on the first day of the illness. DEDUCT this figure from the 
related figure in the “Hours” column and enter the result in the “Net Hours” 
column. If a minus figure is obtained, enter “0”. 
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CURRENT BOOKS AND ARTICLES 


Books and Pamphlets 


Accountants’ Handbook, 4th Edition. Rufus Wixon, University of 
Pennsylvania, Editor-in-Chief, and Walter G. Kell, Syracuse 
University, Staff Editor. Ronald Press Company, 1956, 1600 
pp., 403 tables and illustrations. $15.00. 


This is the fourth edition of a long established, popular handbook. Its 
size has been increased to the usual book size (6 by 9 inches). 


Mikesell, R. Merrill. Governmental Accounting, Revised Edition. 
Richard D. Irwin, Inc., 1956, 738 pp. $6.75. 


A revision of this well known textbook in governmental accounting. 
It incorporates the new recommendations of the National Committee on 
Governmental Accounting. 


Burkhead, Jessie. Government Budgeting. John Wiley and Sons, 
1956, 498 pp. $7.50. 


A comprehensive treatment of budgeting on the federal, state, and 
local level with emphasis on public administration integrated with eco- 
nomics. Covers the historical background and objectives of budgeting, 
classification of budgetary data, the phases of the budget cycle, and 
specific budgeting problems. 


Institute of Internal Auditors. Internal Auditors and Electronic 
Data—Processing Machines. The Institute, 120 Wall Street, 
New York 5, N. Y., 1956, 19 pp. 50¢. 


A preliminary report prepared to help in understanding the approach 
to problems of internal auditing of applications of electronic data-pro- 
cessing equipment. It reviews the actual internal audits of two payroll 
applications and discusses the general problems of the internal auditor 
in other installations. 


Canning, Richard G. Electronic Data Processing for Business and 
Industry. John Wiley and Sons, 1956. $7.00. 

An introductory text on data processing with electronic machines. 
Designed for use in acquainting management with the possibilities and 
limitations of electronic data processing and as a guide for engineering 
an electronic data processing system. 


American Institute of Accountants. Case Studies in Auditing Pro- 
cedures—A Hospital. The Institute, 1956, 45 pp. 50¢. 
Another in the Institute’s series of case studies in auditing procedures. 
The emphasis is on auditing but it contains information on the accounting 
procedures of hospitals. 
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Miller, Herbert E., Editor. C.P.A. Review Manual, 2nd Edition. 


Tax 


Prentice-Hall, Inc., 1956, 592 pp. $6.75. 

A revision of this popular review and reference textbook. Covers 
theory and principles of auditing, business law, accounting theory, cost 
accounting, governmental accounting, consolidation of financial state- 
ments, and taxation. Each chapter is written by a specialist. 


Foundation. Controlling Government Corporations. Tax 
Foundation, 30 Rockefeller Plaza, New York 20, N. Y., 1955. 
Free upon request. 

This study concludes that Congressional control over Government- 
owned corporations is inadequate. It recommends restraint in creating 
new corporations, a limited life for each, and an annual review by a 
Congressional committee of their expenditures. 


Articles 


“The Air Force Financial Management System”, by Major General 


Walter I. Miller. Journal of Accountancy, October 1956, pp. 
47-50. 


Discusses the Financial Management System of the Air Force, which 
encompasses the processes of developing, presenting, and using financial 
data for assisting management in making decisions, in evaluating results, 
and in obtaining adequate financial safeguards. 


“Using a Computer to Reconcile Inventory Counts to Books,” by 


Frank S. Howell, Member, Headquarters Staff, Auditor Gen- 
eral, U. S. Air Force. N.A.C.A. Bulletin, June 1956, pp. 1223- 
1233. 


Describes the use of a computer by an unidentified manufacturing con- 
cern to automatically adjust reasonable discrepancies between physical 
count and inventory records and to furnish listings of those inventory 
categories in which lack of control indicated by the discrepancies sug- 
gests the need for corrective action. 


“The Nature of a Profession,” by Lloyd E. Blauch, Assistant Com- 


missioner for Higher Education, Office of Education. Journal 
of Accountancy, April 1956, pp. 54-57. 


Discusses the characteristics and the responsibilities of a profession: 
specialized and prolonged study and training in the body of knowledge 
and combination of skills and attitudes of the profession, service above 
financial gain, and standards of professional conduct and service. Con- 
siders the responsibilities of the professional man for his personal eco- 
nomic security and for the welfare for his profession and the community 
at large. 


“Performance Budgeting for Hospitals and Institutions,” by 


Daniel Klepak, Associate Budget Examiner, Division of the 
Budget, State of New York. Municipal Finance, August 1956, 
pp. 17-24. 
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Describes the “program accounting” system and performance budget 
used by the New York State Department of Health. The system is based 
on four guiding principles: (1) the development of costs of programs and 
areas of responsibility, (2) separation of variable and fixed costs, (3) 
determination of variable unit costs, and (4) the use of standards for 
budgeting and expenditure control. 


“Making a Permanent Place for Cost Reduction,” by Robert P. 


Neuschel, McKinsey and Company. N.A.C.A. Bulletin, May 
1956, pp. 1068-1079. 


Outlines the procedure for organizing a continuing cost-reduction pro- 
gram at all levels of an organization. Stresses importance of the line 
supervisors, timely, understandable responsibility cost data, and good 
climate and attitudes to carrying on an effective long range program. 


“Reporting on the Flow of Funds,” by Maurice Moonitz, Professor, 


University of California. Accounting Review, July 1956, pp. 
375-385. 


A comprehensive discussion of the statement of sources and applica- 
tion of funds. 


Beginning with the next issue of THE FEDERAL AC- 


COUNTANT, it will be published in collaboration with the 
Graduate School of Business and Public Administration of 
Cornell University. 
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SUBSCRIPTIONS 


THE FEDERAL ACCOUNTANT is available to nonmembers of 
—s the Association on a subscription basis. It is published quarterly. 
Subscription requests received prior to June 30 of any year entitle 
the subscriber to back issues published during the fiscal year. 


FEDERAL GOVERNMENT 
ACCOUNTANTS ASSOCIATION 
1523 L Street, N. W., Washington 5, D. C. 

Please enter subscription for Fiscal Year 1957 copies of THE 
FEDERAL ACCOUNTANT. 

(1) $2.00 check enclosed. () Bill me $2.00 


CITY 2 
(Individual copies available at 50¢ each to be paid when ordered.) 
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